4Q21 Economic Summary

2021 ended much the way it began. COVID-19 continued to rage on, supply chain backlogs and labor shortages intensified, inflation
pressures escalated, and interest rates were on the rise. However, the fourth quarter added one new element to the economic landscape
– the Fed pivot. The Federal Reserve moved away from its commitment to keep monetary policy extremely accommodative and began
the process of balance sheet normalization. The Committee announced the tapering of asset purchases, began the taper, accelerated
the taper and increased its expectations for rate hikes all during the fourth quarter. Interest rates responded to this about-face
accordingly with the short-end of the yield curve rising sharply in anticipation of faster rate hikes while longer-term rates fell slightly,
resulting in a flatter curve by year-end. Equity markets stumbled on the Fed’s abrupt policy shift but ended the year near record highs
as investors focused on U.S. economic resilience and robust corporate earnings.
The US economy picked up steam in the fourth quarter. Both manufacturing and service sectors continued to expand at a healthy clip
despite ongoing struggles with supply constraints and labor shortages. The holiday shopping season was in full force as elevated
savings and rising wages helped to buoy consumer demand. However, most of the spending spree took place early in the quarter as
households pulled forward holiday shopping to avoid shipping delays. The housing market also remained robust as Americans’ desire
for more space coupled with increased opportunities to work from anywhere kept demand elevated despite decreasing affordability.
Supporting it all was a strong labor market that continued to tighten as employers made progress on filling near-record vacancies. Job
gains were broad-based with non-farm payrolls increasing 994,000 during the quarter. Although the pace of job growth slowed, the
unemployment rate continued to fall, dropping to 3.9% at quarter-end. Depressed workforce participation rates coupled with record
quits levels have resulted in sustained wage increases as employers pay more to attract and retain workers. Higher wages combined
with rising material and transportation costs have led businesses to raise prices in order to protect margins. As a result, inflation
measures continued to climb during the quarter, with consumer price inflation hitting a 39 year high in December.
The surge in inflation coupled with a labor market that is approaching full employment spurred the Fed into action during the fourth
quarter. After setting the stage for tapering at the September FOMC meeting, the Fed began decreasing asset purchases as expected in
November at a pace of $10 billion fewer Treasuries and $5 billion fewer mortgage-backed securities per month. Given that it was
well broadcast, market reaction to the initial taper was minimal. However, things heated up quickly after Chair Powell’s appearance
before the Senate Banking Committee on November 30th. During his testimony, Powell said it was time to retire the word “transitory”
when describing inflation and stated that the Fed had met its inflation goal. As such, he felt it was appropriate to consider speeding up
the taper and ending asset purchases a few months sooner. This prompted a sell-off in both stock and bond markets as investors
digested the implications of an accelerated taper and adjusted their timelines for liftoff on Fed rate hikes. Hawkish rhetoric continued
after Powell’s testimony as other members of the Committee signaled their support for an earlier end to asset purchases. Therefore, it
was not much of a surprise when policymakers unanimously voted to double the pace of the taper at the December FOMC meeting.
QE is now expected to end in March instead of June. What did surprise markets was the Fed’s updated dot plot forecast which
showed participants project three rate hikes in 2022. In his post-meeting press conference, Powell acknowledged that high inflation
has proven more stubborn and widespread than the Fed had predicted and that the Central Bank will use its tools to prevent higher
inflation from becoming entrenched. The minutes to the meeting revealed an even more hawkish tone. In addition to increasing rates
sooner and faster than earlier anticipated, “some participants also noted that it could be appropriate to begin to reduce the size of the
Federal Reserve’s balance sheet relatively soon after beginning to raise the federal funds rate.”
While the FOMC appears intent on tackling inflation, a new COVID-19 variant may complicate its efforts. The Omicron variant came
onto the scene in late November. It has proven to be a more contagious though less severe form of the virus. COVID-19 cases have
surged to record levels around the globe but thankfully hospitalizations and deaths have been fewer. Nonetheless, the variant has
dented travel and leisure demand and could further disrupt already fragile supply chains as quarantines and illness prevent employees
from going to work. The Fed acknowledged that Omicron posed risks to the economic outlook and complicated the inflation picture.
For now, at least, it appears that the priority remains fighting inflation over the threat of the variant’s impact on economic activity as
the Fed believes Omicron may contribute more to inflation than it detracts from growth.
Overall, 2021 proved to be a very good year for the U.S. economy despite the COVID-related bumps along the road. Full year U.S.
GDP growth is estimated to have topped 5% as strong household balance sheets and record business profits powered growth.
Economic activity is forecasted to slow at the beginning of 2022 as the rapidly spreading Omicron variant dampens discretionary
spending and increases business closures. However, the expectation is that the pullback will be short-lived and growth will rebound
over the remainder of the year. If this holds true, it will clear the path for the Federal Reserve to end asset purchases and begin raising
rates. The challenge for the Fed will be staying nimble enough to be aggressive on inflation without stifling economic growth.
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